In the quarter century since the fall of the Berlin Wall, the global economy has become much more open. With this new openness, capital flows to emerging market economies have boomed, and regulated fund holdings of emerging market securities have grown significantly.
From 2000 to 2013, emerging market economies received cumulative gross capital inflows of nearly US$10 trillion. Of this, $1.7 trillion is attributable to portfolio capital flows-flows which arise from foreigners' net purchases of stocks, bonds, and other securities issued by entities in emerging market countries. Even though portfolio capital flows make up only a small fraction of the total capital flows to emerging economies, observers have raised some concerns about their impact on emerging economies. In particular, some economists have suggested that regulated funds-which have contributed to the broad trend of portfolio capital flows to emerging economies-could prove to be a relatively unstable source of capital, perhaps even to the extent of posing systemic risks to emerging markets.
ICI's new research paper, "Regulated Funds, Emerging Markets, and Financial Stability," examines trends in regulated fund holdings of emerging market securities, and puts those trends in context to explain why regulated funds pose limited systemic issues for emerging economies.
The report begins by examining existing research into funds and whether they present systemic risk to emerging markets. It then addresses policymakers' and academics' concerns that certain kinds of fundlevel behavior might increase volatility in capital markets of emerging economies. While questions about the role of regulated funds in emerging markets are understandable, suggestions that such funds are likely to disrupt the capital markets of emerging economies seem overstated for three main reasons. Regulated fund holdings of emerging market securities:
» remain a small portion of the total value of the stocks and bonds of emerging market countries; » are relatively stable; and » are generally diversified across a wide number of emerging economies, which limits the effects of their portfolio transactions on any particular country.
The report also addresses whether regulated funds may amplify changes in emerging market securities prices. New analysis demonstrates that returns on emerging market stocks and bonds are explained by factors other than funds' net purchases of emerging market stocks and bonds-the most significant being capital flows from other (non-fund) investors to emerging economies. In addition, the new analysis finds that while funds' net purchases of emerging market securities respond to returns on those securities, they do not have a persistent influence on the future returns. 
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This new analysis has important implications, not only about the role regulated fund holdings play in emerging economies, but also about how regulators study the effects of fund flows on emerging markets. When looking at the effects of regulated fund flows on the financial stability of emerging market economies, it is important that regulators consider all economic factors -as well as the portfolio capital flows from all foreign investors-rather than narrowly focusing on regulated funds and their activities.
KEY FINDINGS
» Regulated fund holdings of emerging market stocks and bonds have grown significantly in the past decade.
This growth is part of a broader trend of investors seeking greater exposure to emerging markets, and these flows have supported strong growth in emerging economies. From 2010 to 2014, emerging market economies received cumulative gross portfolio capital flows of US$1.4 trillion. A small fraction of those inflows-less than $200 billioncame from regulated funds.
» While regulated funds have contributed to the broad trend of portfolio capital flows to emerging economies over the past decade, they are unlikely to pose systemic risk to emerging markets. New empirical results in this report suggest that there are three main reasons for this. » Third, regulated fund holdings are diversified across a wide number of emerging economies, which limits the effects of their portfolio transactions on any particular country. Regulated fund holdings are spread across more than 85 different countries, and if there were investor outflows from US and European regulated funds, funds could accommodate them by selling a small amount of securities from a wide range of those countries.
New Empirical Results
» Monthly returns on emerging market securities are explained by factors other than funds' net purchases of emerging market stocks and bonds-most significantly by capital flows from other (non-fund) foreign investors. For example, the returns on US Treasury securities and the S&P 500 index affect the returns on emerging market bonds and equities, respectively. More notably though, statistical analysis demonstrates that a broader measure of all foreign investor flows dominates net purchases by regulated funds. Thus, when this broader measure is included in the analysis, it shows that regulated funds' net purchases have no effect on monthly returns of emerging market securities. This suggests that regulators should focus on portfolio capital flows to emerging market countries from all foreign investors, rather than narrowly focusing on those from regulated funds.
» Regulated funds' net purchases of emerging market securities do not drive returns. Weekly data show that while net purchases respond with a lag to returns on emerging market securities, those purchases do not have a persistent effect on future returns. In addition, weekly data demonstrate that the gradual and lagged response of net purchases to returns explains much of the monthly correlation between net purchases and returns.
The full ICI Global Research Perspective is available at www.ici.org/pdf/icig_per02-01.pdf. 
